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Understanding the Franchise Agreement
Jon M. Garon*
This article is part of a series of book excerpts from The Entrepreneur’s Intellectual Property &
Business Handbook, which provides the business, strategy, and legal reference guide for start-ups and
small businesses.

1.

Qualifying as a Franchise.

The FTC regulates the disclosures to protect the franchisee under the “FTC Franchise Rule.”1 The
franchise rule only applies to the franchise relationship, which is defined with a simple three-part test:
“the franchisor must: (1) promise to provide a trademark or other commercial symbol; (2) promise to
exercise significant control or provide significant assistance in the operation of the business; and (3)
require a minimum payment of at least $500 during the first six months of operations.”2
The three-part test, rather than the label used between the parties, governs whether a franchise
relationship exists that must be covered under the rule. Many “distributorships” satisfy all three
categories, so those trigger the franchise regulations. As discussed below, certain trademark license
agreements can be drafted in a manner that results in unintended franchises, so trademark agreements
must also be crafted to avoid that unintended result.
The payment amount is quite modest, and the definition of trademark used by the FTC is quite
broad, including all registered or unregistered trademarks, tradenames, and service marks. The most
critical definition, then, is the significant control or assistance element of the test. To be significant,
the franchisor “will exert or has the authority to exert a significant degree of control over the
franchisee’s method of operation, or provide significant assistance in the franchisee’s method of
operation” in a manner that will “relate to the franchisee’s overall method of operation—not a small
part of the franchisee’s business.”3
The list of significant control examples serves both to understand what typically makes a
relationship fall within the legal definition of a franchise and help the franchisee understand the types
of control that a franchisor may wish to exert:
•

site approval for unestablished businesses;

•

site design or appearance requirements;

•

hours of operation;
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•

production techniques;

•

accounting practices;

•

personnel policies;

•

promotional campaigns requiring franchisee participation or financial contribution;

•

restrictions on customers; and

•

locale or area of operation.

Similarly, there are significant types of assistance that should benefit the franchisee:
•

formal sales, repair, or business training programs;

•

establishing accounting systems;

•

furnishing management, marketing, or personnel advice;

•

selecting site locations;

•

furnishing systemwide networks and website; and

•

furnishing a detailed operating manual.4

There are additional factors that sometimes come into consideration as well, including the
obligation of the franchisee to provide repair services for products (except warranty work), mandatory
displays for goods, comprehensive inventory controls, and other training and supervision such as onthe-job assistance with sales or repairs.
There are also exemptions to these rules for a variety of unrelated business arrangements or for
franchises in excess of $1 million, presumably because the parties can negotiate those terms as highly
sophisticated parties that do not need the disclosure protections provided by the FTC Franchise Rule.
Similar exemptions apply to the rule for insiders of the franchisor, who have better information than
can be provided in the disclosure agreement because of their relationship to the franchisor. Even then,
however, the insider may wish to insist on FDD documentation even though it is not required under
the law.

2.

Using the Franchise Disclosure Document.

The Franchise Rules requires that the franchisee must receive the FDD at least 14 days before the
franchisor can ask the franchisee to sign the franchise agreement or pay for the license. The FDD
should be both the first step and the last step in analyzing the potential to license a franchise. Certain
negative information in the FDD should preclude investment in that franchise. Even if the FDD has
no red flags, however, it should be reviewed very carefully after the potential buyer has met with
franchise owners and conducted thorough due diligence about investing in the company.
Although franchising takes some of the risk out of launching a business, it also provides many
traps for the unwary. Since so many new franchisees are not sophisticated in business, the FTC has
strict rules on disclosures that must be made to potential franchise purchasers. The terms are provided
in the FDD. The FTC Consumer’s Guide to Buying a Franchise identifies aspects of the key provisions
on which every potential franchisee should focus:
4

Id. at 2–4 (citing Original Interpretive Guides, 44 Fed. Reg. 49,966, 49,967 (Aug. 24, 1979)).

Franchisor’s Background (FDD Item 1)—focuses on how long the franchising company has been
in business and the general nature of the competition, licensing requirements, and other
contextual information.
Business Background (FDD Item 2)—should provide similar information regarding the
management of the franchisor.
Litigation History (FDD Item 3)—provides an important red flag if the franchisor or its key
personnel have been involved in litigation, particularly if that litigation highlights problems
between the franchisor and its franchisees.
Bankruptcy and Financial Statements (FDD Items 4 and 21)—if the franchisor has poor financials
or any history of bankruptcy, the potential business owner should recognize the significant
risk of losing the investment to the franchisor’s creditors.
Initial and Ongoing Costs (FDD Items 5-7)—much more than the license fee for acquiring the
license, these disclosures help explain the true cost of ownership, including leasehold
improvements, equipment, expected salary obligations, insurance, deposits, franchise fees,
required inventory, signage, advertising, royalties, business promotion expenses, licenses,
equipment, leases or rentals. Any business fees not listed should become part of the potential
franchisee’s questionnaire to the franchisor and to other franchisees.
Supplier, Territory and Customer Restrictions (FDD Items 8 and 12)—these controls over the
operation of the franchise establish the rules of the operation of the franchise, including
geographic or other limitations on how and where the franchise can operate, whether other
franchises (or the franchisor) can compete with the franchise, and whether there are limits on
the source of supplies, materials, and goods.
Franchisor’s Advertising (FDD Item 11)—outlines one of the key relationships between the
franchisor and franchisee regarding the collective advertising system used by the franchise.
This is one of the key benefits to being part of a franchise, but the costs can be considerable,
particularly since the best locations for established franchises have likely been acquired earlier
in the business’s operations. The provision should help the franchisee determine how much
advertising for which the franchise is responsible and the financial details of the shared
advertising program. This is also a topic that should be explored in depth with existing
franchisees.
Franchisor’s Training (FDD Item 11)—training is another important aspect for many national
franchises. Particularly for a new business owner, the national training may be essential for a
successful launch of the company.
Renewal, Termination, Transfer and Dispute Resolution (FDD Item 17)—renewal and termination
provisions are often among the most contentious between a disgruntled franchisee and the
franchisor. If the franchisee has invested time and effort to develop a franchise, the franchisee
should be protected from an arbitrary decision by the franchisor to terminate the franchise.
At the same time, both parties should have the ability if the obligations under the franchise
agreement have not been met. There may also be non-competition provisions incorporated
into the termination provisions, limiting the franchisee’s ability to remain in business without
the benefit of the franchise.
Financial Performance Representations (FDD Item 19)—most franchisors provide sales and
earnings information, which they can do provided there is a reasonable factual basis for those

claims. These are extremely helpful, but will likely be the most optimistic version of this
information that can be provided, so the franchisee should be cautious in reliance on the data.
Franchisee and Franchise System Information (FDD Item 20)—the charts provided enable the
potential franchisee to see the turnover of franchises over time. Any significant turnover of
franchises or any significant closures should serve as a red flag that the franchises are not
sufficiently profitable to manage the ups and downs of the economy.
The FDD and the FTC Guide provide important roadmaps for the first-time franchise buyer.
Current and former franchisees are another great resource to learn more about the particular franchise
and the general nature of operating franchises. The roadmap provided by the FDD and the FTC
Guide serve entrepreneurs well even for starting businesses that do not have franchise agreements
because they highlight the operational needs of new and emerging businesses.

